On September 17, 2013, the Securities and Exchange Commission (the SEC) announced enforcement actions against 23 firms for short selling violations under Rule 105 of Regulation M (Rule 105), which generally prohibits short selling of equity securities during a restricted period and then purchasing the same securities in follow-on and secondary public offerings. 1 In the press release announcing these actions, the SEC stated that " [t] The firms charged with violations of Rule 105 include various market participants, such as broker-dealers, investment advisers, asset management firms, hedge fund advisers and private equity firms. 22 of these 23 SEC enforcement actions have been settled, resulting in more than $14.4 million in monetary sanctions against the firms in total. 4 The disgorgement that firms agreed to pay in these settled enforcement actions ranged from $4,091 to more than $2.5 million, indicating that the SEC is determined to bring claims irrespective of the magnitude of the violation measured in terms of illicit profits. In the one case that is still being litigated in an administrative proceeding, the SEC's Enforcement Division is seeking "full disgorgement of the trading profits, prejudgment interest, penalties, and other relief as appropriate and in the public interest." The SEC's zero-tolerance policy coupled with the fact that Rule 105 does not require intent on the part of the short seller to engage in a prohibited transaction makes for a toxic combination for any market participant that inadvertently violates Rule 105.
What Is Rule 105? What Conduct Does Rule 105 Prohibit?
Rule 105 is designed to prevent market participants from manipulating the price of secondary offerings by shorting the securities offered shortly before the secondary offering is priced. Rule 105 seeks to prevent this activity by prohibiting any person that has sold short a security that is the subject of a registered offering from purchasing securities in the offering from an underwriter, broker or dealer participating in the offering if the short sale took place during a specified period prior to the pricing of the offered securities (the pre-pricing period). For purposes of Rule 105, the pre-pricing period begins on the later of (i) the fifth business day before pricing or (ii) the initial filing of the registration statement, and ends with the pricing of the securities. 7 For purposes of Rule 105, a "short sale" is defined as "any sale of a security which the seller does not own or any sale which is consummated by the delivery of a security borrowed by, or for the account of, the seller."
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What Is the Scope of Rule 105?
Rule 105 applies to registered offerings of equity securities for cash that are conducted on a firm commitment basis. Accordingly, Rule 105 is not applicable to (i) offerings of nonconvertible debt securities, (ii) offerings that are not registered under the Securities Act of 1933, or (iii) best efforts offerings. In addition, Rule 105 does not prohibit a person that shorted common stock in the pre-pricing period from purchasing securities that are convertible into or exchangeable for such common stock (i.e., the prohibition does not extend to reference securities).
Are There Any Exceptions to Rule 105?
To be in compliance with Rule 105, a market participant that for any reason has sold short shares of a security that is the subject of an offering during the restricted period must either refrain from purchasing shares of that security in the offering, or rely on one of the following three exceptions:
The "Bona Fide" Purchase Exception
Rule 105 permits a person that established a short position in the offered securities during the pre-pricing period to purchase securities in the offering if such person entered into a bona fide transaction that closed out that short position prior to the pricing of the offering. In order to qualify for the exception, the prepricing covering purchase must be (i) in an amount at least equal to the amount of the pre-pricing period short sale, (ii) effected during regular trading hours, (iii) reported pursuant to an effective transaction reporting plan, and (iv) effected at least one business day prior to the pricing of the offering. However, the exception is not available to a person that has effected a pre-pricing period short sale within the 30 minutes prior to the close of regular trading on the business day prior to the pricing date of the offering. 
The "Separate Accounts" Exception
Rule 105 provides an exception for certain accounts that may be affiliated with each other or otherwise "related," but for which the decisions regarding securities transactions are made separately and without coordination or cooperation between the accounts (separate accounts). This exception permits brokerdealers, investment advisers, individual investors and other persons to purchase securities in an offering even if a short sale was effected during the pre-pricing period on behalf of a related account, so long as the trading decisions for each account are "made separately and without coordination of trading or cooperation among or between the accounts."
The "Investment Companies" Exception
Rule 105 also contains an exception specifically applicable to investment companies registered under Section 8 of the Investment Company Act of 1940. This exception allows a registered investment company to purchase securities in the offering even if an affiliated investment company (or another fund in the same fund family or fund series) sold the offered security short during the pre-pricing period. 
